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ABSTRACT

Small and medium-sized enterprises (SMEs) are critical contributors to economic growth and
job creation. The Covid-19 pandemic has reduced bank lending and affected SMEs. The lecture
reviews the spectrum of alternative financing approaches for SME financing towards small
businesses' establishment, growth and sustainability. Literature has shown that the expansion
of SMEs enhances global economic growth, but these businesses face financing constraints at
the start-up phase that hinder their growth and sustainability. They experience a high failure
rate due mainly to a lack of startup and development funding. In this lecture, I investigate the
challenges SMEs face when accessing finance, their role in economic development, traditional
lending technologies, alternative SME funding approaches and the government’s response to
these issues. Finally, the lecture discusses how the policy can influence the uptake of alternative
financing approaches, enabling SMEs to establish and grow into sustainable entities in
developing countries.

INTRODUCTION AND BACKGROUND

The paper aims to help identify the financing options available to SMEs and entrepreneurs by
improving their understanding of the full range of financing instruments they can access in
varying circumstances and encouraging discussion among stakeholders about alternative
approaches and innovative policies for SME financing. It is argued that debt financing is ill-
suited for newer, innovative and fast-growing companies with a higher risk-return profile. For
most SME businesses, bank lending remains the primary source of external financing.
Therefore, it has been the focus of most legislative measures to make financing more
accessible. At the same time, there is increasing attention to the need for further developing
non-bank financial instruments. While bank financing will continue to be crucial for the SME
sector, more diversified options for SME financing could support long-term investments and
reduce the vulnerability of the sector to changes in the credit market. According to the OECD
(2020), adopting these alternative instruments is significantly hampered by SMEs, financial
institutions, and the government's lack of knowledge and understanding of these instruments'
modalities and functioning. In this paper, I hope to address this vital knowledge gap by mapping
the available financing options and investigating their potential for responding to the diverse
needs of SMEs and entrepreneurs.



To ensure that SMEs and entrepreneurs can continue contributing to growth, innovation, and
employment, it is vital to explore the range of financing options accessible to them. Even
though the SME sector will continue to depend heavily on bank financing, more varied choices
for SME financing could promote long-term investments and lessen the sector's sensitivity to
changes in the credit market. Unfortunately, the evidence on using these various financing tools
and how they respond to their needs is sparse, particularly in developing countries, including
South Africa. Hence, there is a need for this discussion.

DEFINITION OF SMES

One major problem in discussing policy issues with SME:s is establishing the exact definition
of SME. As discussed extensively in Abor and Quartey (2010), Ayyagari et al. (2007), and Beck
et al. (2011), the definition of SME is not uniform and maybe country- and industry-specific.
The definition is sometimes tied to the size of the SME, the number of employees, the size of
the loan, or the type of industry. Generally, medium-sized enterprises have up to 200
employees, small-size firms up to 50 employees, very small 20, and micro enterprises have
between zero and five employees (Fedder, 2023). A differentiation between formal and
informal businesses (i.e., businesses that are not registered and generally have no financials or
formal banking connections (Fedder, 2023)) must be acknowledged as this paper's discussion
refers to formal businesses. Despite the difficulty in defining SMEs, the businesses tend to have
more significant credit risk, little equity, managerial difficulties and limited access to capital
(Amoako-Adu & Eshun, 2018). Therefore, small businesses must be formally registered to
satisfy the criteria for accessing bank funding. Consequently, informal businesses do not
attempt to apply for loans and are, therefore, outside the scope of today’s discussion.

ROLE OF SMES IN ECONOMIC DEVELOPMENT

SMEs play a significant role in most economies, particularly in developing countries.
According to the International Finance Corporation (IFC) (2019), they account for most
businesses worldwide and contribute to innovation, job creation and economic development.
SMEs constitute 90% of the world’s economy, creating 60-70% of employment and 55% of
gross domestic product (GDP). SMEs can, be regarded as drivers of economic growth and
development, now and in the future (World Trade Report, 2016). Therefore, the SME sector
deserves more attention due to its predominant role. Literature reveals that access to finance is
one of the most pressing issues hindering SMEs' inclusive growth and sustainability (OECD,
2022). According to Feddar (2023), about 40% of African SMEs have difficulty accessing
financing due to poor financial statements, limited corporate governance, weak management,
poor business plans and lack of collateral. See Figure 1 below.
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Figure 1. Percentage of African SMEs confronted with Obstacles to Access to Finance (World
Bank, 2015)

According to the OECD (2017), SMEs can provide contributions to the United Nations (UN)
Sustainable Development Goals (SDGs) through employment generation, sustainable
industrialisation, innovation nurturing, and income disparity reduction. SMEs' financial
performance and sustainability are crucial to such aspirations and endeavours (Bartolacci et al.,
2020). Furthermore, the World Bank estimates that 600 million jobs will be needed by 2030 to
absorb the global workforce, making SME development a high priority for many governments
around the globe. Despite their significant contributions, SMEs face numerous obstacles and
limitations. The following section discusses the factors that inhibit small businesses and
entrepreneurs from accessing finance.

FACTORS IMPEDING SMES FROM ACCESSING FINANCE

The South African economy is often characterised as having banking-dominated financial
markets and underdeveloped capital markets, particularly venture capital. Although SA has a
sound banking system, financial institutions have been cautious about lending to SMEs,
particularly start-ups.

¢ One of the persistent impediments to SME growth potential in South Africa is access
to financial resources. According to Mahohoma (2018), SMEs cannot receive funding
because their needs and the funder's risk tolerance are not aligned. The Banking
Association of South Africa asserts that a funding gap to the value of R386 billion exists
between the bank’s funding requirements and SMEs' compliance readiness. Simply put,
funds are accessible, but SMEs are not entirely compliant to use them. For example,



SMEs in rural areas find the application process problematic and have stopped seeking
financial institutions' funding support (Cele, 2015). Even urban SMEs find the
application for funding a daunting process, such that they fund their operations with
savings rather than external financing.

e Another challenge to SME growth and sustainability is access to information (Mtshali
et al., 2017). As a result, SMEs are not informed of vital business information, such as
government tenders, grant financing, and firm development possibilities (IFC, 2019).
Although government official schemes such as the Small Enterprise Development
Agency (SEDA) and Small Enterprise Finance Agency (SEFA) try to share information
with entrepreneurs nationwide, it does not have a comprehensive SME information
database. Therefore, evaluating the impact of these incubation programmes on the
number of SMEs accessing financing becomes difficult.

e An inhibiting regulatory environment in South Africa also hinders access to SME
finance. The labour market is highly regulated, making it difficult for SMEs to recruit
and retain qualified staff and comply with tax requirements. According to Ngcobo and
Sukdeo (2015), government policies and laws primarily inhibit SME operations as
firms spend considerable resources on attending to government-imposed administrative
requirements.

e Lack of technical skills also contributes to the high SME failure rates resulting from the
education quality in SA (Herrington & Kew, 2016). According to Lekhanya (2016),
lack of skills positively correlates with SME failure rate. Although South African
entrepreneurs are more innovative than those in other sub-Saharan African countries
(Allan Grey Orbis Foundation, 2017), considering the BRICS countries, South Africa
ranks lowest in entrepreneurial education (Herrington & Kew, 2016). Therefore, there
is a need for the education system to inject a drive for sustainable entrepreneurship. The
lack of infrastructure further inhibits innovation among SMEs.

e Lack of market access intensifies the poor performance of SMES (OECD, 2017). The
government reacted to the challenge by creating programs such as preferential
procurement (DTI, 2017). Irrespective of such initiatives, SMEs continue to struggle.
The question arises: "Are market access opportunities the main challenge or product
quality being supplied by SMEs?” Even though enormous sums of money have been
spent on giving SMEs access to markets, the sector has continued to underperform
(Dludlu, 2021). It has been argued that South African entrepreneurs are necessity-
driven, impacting their ability to provide innovative and quality products to ensure SME
growth and sustainability (IFC, 2019).

All these challenges, put together, contribute to the high failure rate of SMEs in South Africa,
whereby approximately 75% of SMEs fail to operate beyond three years. It is, therefore,
necessary to understand the financing approaches available to SMEs and what alternative
instruments are available to improve the survival and sustainability of small businesses in the
future. As stated before, the money is there, but are our SMEs and entrepreneurs knowledgeable
about the alternative funding approaches to bank lending?



FINANCING THE EARLY STAGE/STARTUP PHASE

Agostino et al. (2008) define financing constraints as the inability to access and avail the
benefits of financial resources. The reasons for financing restrictions include inadequate
accounting, financial, and regulatory systems (Beck & Demirguc-Kunt, 2006), competition,
policies and practices that affect the supply of finance, such as interest rates (Foltz, 2004), and
a lack of awareness and knowledge of the available sources of and how to access finance (Cook
& Nixson, 2000), among others. These factors can increase credit risk and transaction costs for
SMEs. Despite significant ongoing government support, billions of Rands are invested into the
SME sector, and most fail in less than three years of operation (Bureau for Economic Research,
2016; Dludlu, 2021). Therefore, a lot still needs to be done to realise the National Development
Plan’s dream of creating 11 million jobs in South Africa, with 90% of this attributable to the
SME sector (DSBD, 2014; Hewit & van Rensburg, 2020, National Planning Commission,
2011).

Lending to SMEs, especially for longer maturity dates, is often inhibited by informational
problems and transaction costs, including the absence of records of the firm’s past performance
(required when requesting a loan), lack of collateral, and high fixed costs of financial
transactions, all of which often translate into higher lending costs and more significant risks
for financial institutions, and hence higher interest rates and fees for SMEs than for larger firms.
Indeed, recent research found that market failures, notably in financial markets (due to either
financial crises or “information asymmetries”), fall disproportionally on SMEs, resulting in
more credit rationing, higher “screening” costs and higher interest rates from banks than for
larger enterprises (Stiglitz & Weiss, 1981; Beck & Demirguc-Kunt, 2006).

The evidence regarding firm dynamics in South Africa suggests that scaling up is a significant
challenge for most SMEs, emanating from a lack of funding. Furthermore, a lack of access to
markets, technology, business infrastructure, and information are some constraints for SMEs
scaling up. For example, the total SME exposure to banks was R631 billion at the end of 2020,
which accounted for 25% of all business loans (South African Reserve Bank, 2020).

Traditional debt financing

The most common source of external finance for many SMEs and entrepreneurs is traditional
debt finance, which comprises bank loans, overdrafts, credit lines and credit cards. These debt
instruments represent an unconditional claim on the borrower, who must pay a specified
amount of interest to creditors at fixed intervals, regardless of the company's financial condition
or the return on the investment. The interest rate may be fixed or adjusted periodically
according to a reference rate. Straight debt includes interest payment, and principal repayment
features only.

In bank lending, the extension of credit is premised on the overall creditworthiness of the firm.
Different lending techniques are used to assess and monitor the firm’s creditworthiness to
address the problem of information asymmetry between lenders and borrowers. Different
lending technologies combine different sources of information about the borrower, screening



and underwriting procedures, structure of the loan contracts, monitoring strategies and
mechanisms. Two lending technologies include transaction lending based on hard quantitative
data and relationship lending, primarily based on soft qualitative information (Burger & Udell,
2002, 2006). Examples of transaction lending include financial statement lending and small
business credit scoring. Financial statement lending applies to informationally transparent
borrowers and relies on the borrower's capacity to provide informative and audited financial
statements. On the other hand, small business credit scoring may be applied to informationally
opaque SMEs, as much of the information concerns the personal history of the owner rather
than the enterprise (OECD, 2020).

In relationship lending, information is gathered directly by the loan officer through contact with
the enterprise, the entrepreneur and the local community and by observing the SMEs’
performance on all dimensions of its banking relationship, including loan contracts, deposits
and other financial products. However, it has been observed that the use of this technique varies
depending on the size of the bank and the distance from the client. It was observed that smaller
banks mostly use relationship lending while the big banks mostly use transaction lending.

However, there are challenges associated with traditional bank lending, namely information
asymmetries and agency problems. With information asymmetry, SMEs often do not produce
audited financial statements that yield credible financial information and have no obligation to
disclose their financial reports publicly (Stiglitz & Weiss, 1981). Furthermore, the distinction
between the finances of the owner(s) and those of the company is frequently hazy in smaller
businesses. Therefore, bank lending to SMEs has not been expanding as the fixed costs are too
high compared to the small amounts they tend to borrow.

Alternative external financing techniques

For many small business owners, loans might not be an option, especially for businesses that
incurred significant financial losses post the Covid-19 pandemic. In those cases, alternative
funding sources, such as alternative lenders and investors, might be vital to attaining the much-
needed funding. Alternative sources include grants, fintech companies, venture capital, angel
investors, peer-to-peer lending and crowdfunding, to name a few. These are important because
many businesses that need the capital will not be able to meet the requirements of traditional
funding sources.” Alternative lending schemes are based on big data and decentralised
matching of lenders and borrowers, while bank-based banking is driven by long-term
relationships and a history of transactions (Thakor, 2020). Alternative sources of capital will
fill unmet funding needs.

External alternative financing techniques can be categorised into four groups, characterised by
differing degrees of risk and return, as shown in Table 1. Examples of asset-based finance
include asset-based lending, factoring, purchase order finance and leasing, whereby a firm
obtains cash based not on its credit standing but on the value that a particular asset generates
during its business (Brassell & Boschmans, 2018). Working capital and term loans are thus
secured by assets such as trade accounts receivable, inventory, machinery, equipment and real
estate. Advantages of asset-based finance include:



e firms can access cash faster and under more flexible terms than they could have
obtained from a conventional bank loan, regardless of their balance sheet position and
future cash flow prospects.

e firms without a credit history face temporary shortfalls or losses and can access working
capital relatively quickly.

e asset-based financiers do not generally require any personal guarantee from the
entrepreneur, nor that they give up equity.

Regarding disadvantages, costs incurred may be substantially higher than those associated with
conventional bank loans, including asset appraisal, auditing, monitoring and up-front legal
costs, which may reduce the firm’s profits. Also, funding limits are often lower than in the case
of traditional debt.

Table 1. Alternative external financing techniques for SMEs and entrepreneurs

Low Risk/ Return Low Risk/ Return Medium Risk/ Return High Risk/ Return
Asset-Based Finance Alternative Debt Hybrid"” Instruments Equity Instruments
+ Asset-based lending + Corporate Bonds « Subordinated « Private Equity
« Factoring + Securitised Debt Loans/Bonds + Venture Capital
* Purchase Order +» Covered Bonds « Silent Participations « Business Angels
Finance * Private Placements « Participating Loans + Specialised Platforms
» Warehouse Receipts + Crowdfunding (debt) » Profit Participation for Public Listing of
« Leasing Rights SMEs
« Convertible Bonds « Crowdfunding (equity)
« Bonds with Warrants
* Mezzanine Finance

Source: OECD (2020)

For many SMEs and start-ups, trade credit is a crucial source of funding that can replace or
complement short-term bank lending. Guarantees can be letters of credit (L/C), representing a
bank obligation to pay, thereby reducing an export's payment risk on an importer/buyer.

Alternative debt instruments include corporate bonds, securitised debt and covered bonds, in
which investors in the capital markets, rather than banks, provide the financing for SME:s.
Securitisation of SME debt allows banks to transfer their credit risk to the capital markets, as
SME loans are sold to a specialised company, which creates new security backed by the
payments of SMEs.

Crowdfunding

Crowdfunding is a technique to raise external finance from a large audience rather than a small
group of specialised investors (e.g. banks, business angels, venture capitalists), where each
individual provides a small amount of the funding requested. Crowdfunding has increased since
the mid-2000s and at an increasing rate over the last few years, although it still represents a
minor share of business financing. While technological developments have enabled a rapid
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diffusion of crowdfunding, the regulatory environment has limited a broader adoption,
especially for securities-based crowdfunding, which is still illegal in some countries. Hence, in
recent years, crowdfunding has been the object of important regulatory attention globally,
aimed to ease the development of this financing channel while addressing concerns about
transparency and protection of investors.

Venture capital

Venture capital (VC) is equity investment to support a business's pre-launch, launch and early-
stage development phases (OECD, 2014). Although it is commonly assumed to be the primary
source of seed and early-stage financing, most venture capital firms intervene later, while the
seed and early-stage market is the main target of “informal” investors, such as business angels.

Business angels

Business angels (BAs) are high-net-worth individuals who invest their money directly in seed
or start-up companies, with no family relationships, in return for stock (Mason & Harrison,

2008).

Table 2. Key differences between angel and venture capital investors

Characteristics

Angel investors

Venture capitalists

Background

Investment approach

Investment stage

Investment instruments

Deal flow

Due diligence

Geographic proximity of
investments

Post investment role

Return on investment and
motivations for investment

Source: OECD (2011).

Former entrepreneurs

Investing own money

Seed and early stage

Common shares (often due
regulatory restrictions though)

Through social networks andlor
angel groups/networks.

Conducted by angel investors
based on their own experience.

Most investments are local
(within a few hours’ drive).

Active, hands-on

Important but not the main
reason for angel investing

Finance, consulting, some from

industry

Managing a fund and/or investing
other people’s money

Range of seed, early stage and later
stage but increasingly later stage

Preferred shares

Through social networks as well as
proactive oufreach

Conducted by staff in VC firm
sometimes with the assistance of
outside firms (law firms, etc ).

Invest nationally and increasingly
internationally with local partners
Board seat, sfrategic

Crifical. The VC fund must provide
decent returns fo existing investors fo

enable them to raise a new fund (and
therefore stay in business)



Equity finance comprises all financial resources provided to the firms in return for an
ownership interest, including public instruments, whereby equity shares are traded in some
form of stock exchange, and private equity tools, which concern unlisted companies. Equity
investors do not receive any security from the investee company; the entrepreneurial venture's
success determines its return. At the same time, equity investment implies that the
entrepreneurs are willing to dilute ownership and accept some degree of control over the
business and, particularly in the case of private equity, investors’ direct engagement in the
management.

GOVERNMENT RESPONSE TO SME FINANCING CHALLENGES

Government financial assistance through agencies that support SMEs is crucial to the survival
of this sector. Also, temporary relief by the government from the payment of certain taxes will
provide a financial cushion for SMEs (Common Market for Eastern and Southern Africa,
2020). SMEs have a significant role in promoting their resilience post-pandemic by building
their technical capacity and skills, investing in e-commerce and diversification, and using
technology to enhance competitiveness (Ncube, 2020; Enterprise Research Centre, 2021).
South Africa must avail infrastructure to SMEs through various means like science and
technology parks, incubators, and business parks (Almeida et al., 2021; Freire et al., 2022). The
South African government recognises that one of the main obstacles to the development of
SMEs is a lack of access to financing. Consequently, the government has committed to
addressing the structural constraints in the small business ecosystem to make the formal credit
market more accessible via the following measures.

e Credit information sharing

Credit information services for small businesses are not as developed as those for retail and
corporate clients. Due to information asymmetries, lenders cannot make informed lending
choices in the SME market. Hence, they are reluctant to service SMEs because of higher
monitoring costs. To resolve this issue, the government intends to encourage the creation of a
shared information system, which will serve as the foundation for lending standards for small
enterprises. The system will include as many relevant data providers as feasible and ensure that
access to the information provided by lenders is as unrestricted as possible (OECD, 2017).

¢ Credit guarantee schemes

A high failure rate characterises SMEs in South Africa. To address the high risk of enterprise
failure rate, the government introduced credit guarantee schemes (CGS), whereby the risk of
default is shared between the funder and the guarantee provider. Currently, the IDC and SEFA
provide credit guarantees, with R297 million in 2017, up from ZAR 243 million in 2016.
However, the uptake of these guarantees by commercial lenders has been limited due to the
information opaqueness of SMEs.

e The movable asset register

The main financial barrier for SMEs looking for funding from the financial sector is the absence
of an acceptable range of assets to use as collateral when seeking a loan. Lenders typically
accept immovable (fixed) assets as suitable loan collateral. However, most SMEs’ capital in



South Africa is movable in form (livestock, inventory, raw material and equipment). Creditors
do not accept movable assets as collateral because these assets cannot be quickly seized should
the debtor default. It is also challenging for lenders to ascertain whether these assets have
already been taken as collateral by other creditors. Establishing a movable asset register would
allow SME:s to use these assets as traceable and legitimate forms of collateral without relying
on their owners’ fixed private assets, such as residential property.

Incubation is the support of SMEs through customised interventions over some time. Globally,
business incubators have become a common mechanism for deploying tailor-made
entrepreneurial support (Zhou & Zondo, 2023). As a result, the government and other key
players are now investing in business incubation as a critical strategic shift in the fight against
SME mortality in emerging economies. The efficacy of these incubators is still debatable
despite their rising popularity. In South Africa, organisations like SEDA offer incubation
through non-financial support services. Research indicates that business incubators in
developing countries are not as impactful as they should be in injecting innovation and
creativity among SMEs (Hewit & Rensburg, 2020). Hence, the high failure rate among SMEs
does not reconcile well with the claims of high success rates among incubated SMEs in South
Africa. Regardless of the length of the program, Simango (2022) holds that business incubation
does not significantly correlate to increased sales and job growth for recipients.

CONCLUDING REMARKS

This paper identified private and public interventions geared towards assisting SMEs at the
different life cycle phases in South Africa. Non-financial institutions are intended to equip
small business owners to meet the requirements to qualify for funding. Despite this support,
even incubated SMEs still face challenges accessing all forms of finance due to poor financial
management, lack of accountability, poor financial literacy, high interest rates and collateral
requirements.

SMEs themselves have a role to play. They must keep up to date with the funding requirements
and take up the incubation opportunities offered by government institutions like SEDA and
private organisations such as 22 On Sloane (Africa’s largest start-up campus). SMEs need to
be cognisant of other forms of funding, such as trade credit. For example, in a digital era, they
need to follow social platforms that provide SME financial content.

SEDA has been responsible for the incubation of SMEs since 2008, but in terms of impact, we
are not seeing a shift in the number of businesses that move from “micro” to “small” or from
“small” to “medium” categories. Most businesses that have gone through the incubation
programmes are still facing rejection when applying for funding from SEFA and commercial
banks. Instead, the number of failing small businesses, particularly in townships and rural areas,
is increasing, adding to the unemployment problem in South Africa.

There is also a need to monitor and evaluate the impact of government support institutions, like
SEDA, IDC, and SEFA, to uphold governance, accountability and fairness in awarding start-
up and growth funding to the SME sector. The impact of these organisations cannot be
measured due to a lack of a database of the incubated SMEs. SME financing is at the heart of
entrepreneurship and development. To address these challenges, there is a need for more
targeted policies and initiatives to enhance access to financial support for SMEs. This could
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include providing tax incentives, improving financial literacy, and developing flexible loan
conditions. Additionally, there is a need for more effective collaboration between the
government, financial institutions, and SMEs to ensure that financial support reaches those
who need it the most.

In conclusion, financing SMEs is critical to the growth and success of the sub-region of Africa.
By addressing the challenges SMEs face in accessing financial support, there is an opportunity
to foster a more vibrant and competitive business environment that can contribute to South
Africa’s economic growth and development. The government must devise customised
interventions that align with SMEs' unique needs. The increasing importance of economic
contributions made by the SME sector necessitates a better understanding of SMEs' financial
behaviour and practices. By 2030, the nation's NDP aim of having SMEs contribute 90% of all
employment may be achievable with the help of solid funding initiatives.

South African SMEs must prioritise economic growth and development to meet the Sustainable
Development Goals (SDGs) and sustain recent developmental trends and standards. Hence, the
government and lending institutions must expand their loan facilities to SMEs by replacing the
collateral lending practice with the movable asset register. The findings of this paper are
expected to guide the government on the best policy direction for strengthening SME
establishment, growth and sustainability through better access to startup and growth finance in
the post-COVID-19 pandemic era that has ravaged the global economy.
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